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Students’ Department
Edited by H. A. Finney

INSTITUTE EXAMINATIONS
fact that these answers appear in The
Accountancy should not lead the reader to assume that
official answers of the American Institute of Accountants.
represent the personal opinion of the editor of the Students'
[Note—The

Journal of

they are the
They merely
Department.]

AMERICAN INSTITUTE OF ACCOUNTANTS
Examination in Auditing

November 16, 1922, 9 A. M. to 12.30 P. M.
Answer all questions
No. 1 (10 points):
Define and state the scope of a
(a) Balance-sheet audit,
(b) Complete audit,
(c) Continuous audit,
(d) Special examination.
Answer:
(a) The scope of the balance-sheet audit is thus outlined by Mr.
Montgomery:
“The auditor must ascertain—
“(1) That all of the assets shown by the books as having been on
hand at a certain date were actually on hand.
“(2) Whether any other assets, not on the books, should have been
on hand.
“(3) That the liabilities shown by the books as owing at a certain
date were actual liabilities.
“(4) Whether or not all liabilities were in fact shown by the books.
“(5) Whether or not the liabilities shown were properly incurred.
“(6) That the surplus and the income accounts are properly stated.”
In the balance-sheet audit the verification of these facts is accom
plished without any considerable routine checking of vouchers,
footings and postings.
(b) A detailed audit involves the verification of assets and liabilities at
the end of the period, the same as the balance-sheet audit. In
addition, it involves the verification of the record of the trans
actions for the period. This verification requires complete or test
(1) Comparisons of vouchers with original entries,
(2) Proof of footings of books of original entry,
(3) Proof of postings.
The detailed audit differs from the balance-sheet audit, therefore, in
that the former includes a great deal of routine verification of the
bookkeeping records of the period.
A completed audit is a detailed audit which is not begun until after
the close of the accounting period. The completed audit is to be
distinguished from the continuous audit.
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(c) A continuous audit is a detailed audit which is performed in instal
ments and at intervals during the accounting period and shortly
after its close. It has two principal advantages over the completed
audit: errors are discovered and corrected more promptly, and the
auditor’s work is spread out over the year instead of being concen
trated into a short period following the close of the year.
(d) Special examinations or investigations are undertaken to obtain certain
specified information desired by the client. Mr. Montgomery
classifies investigations as follows:
“(1) Upon the sale or purchase of a business.
“(2) To ascertain information required by:
(a) Creditors, prospective creditors, or stockholders.
(b) Parties to litigation or disputes.
“(3) Investigation of suspected fraud.”
No. 2 (10 points) :
Give, without figures, the form of profit-and-loss statement for a
mercantile corporation as suggested by the federal reserve board.
Answer:
COMPARATIVE STATEMENT OF PROFIT AND LOSS
FOR THREE YEARS ENDED...................................... 19..

19..
Gross sales......................................................... $.....
Less outward freight, allowances, and returns..............
Net sales ................................................................

Inventory beginning of year.........................................
Purchases, net ..............................................................

Year ended
19..
19..

$......

$......

........................ ...........................

.

•

.............

..............

—

—

.............

..............

Less inventory end of year...........................................

Cost of sales ...........................................................
Gross profit on sales.............................................

Selling expenses (itemized to correspond with
ledger accounts kept) ......................

Total selling expense.............................................
General expenses (itemized to correspond with
ledger accounts kept) ......................

...........................

........................ ...........................

........................ ...........................

........................ ...........................

........................ ...........................

Total general expense ...........................................
_______
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Administrative expenses (itemized to corre
spond with ledger accounts kept) ....

19..

Year ended
19..

19..

Total administrative expense....................
Total expenses ...........................................
Net profit on sales ....................................
Other income:
Income from investments ..................
Interest on notes receivable, etc........

Gross income ............................................
Deductions from income:
Interest on bonded debt ....................
Interest on notes payable ..................

Total deductions .........................
Net income—profit and loss...........................................
Add special credits to profit and loss...........................
Deduct special charges to profit and loss....................
Profit and loss for period .......................
Surplus beginning of period ...........................

Dividends paid....................................................................................................

Surplus ending of period..............................................

.........

.........

No. 3 (10 points) :
Give, without figures, the form of an income and expense statement of
a stock-broker showing titles of accounts you would expect to find.
Answer:
name of broker
INCOME AND EXPENSE STATEMENT

Period covered
Commissions .................
Deduct selling and general expenses of main and
branch offices:
Rent......................................................................
Salaries ................................................................
Advertising ...........................................................
Ticker service .....................................................
Provision for depreciation on office furniture...
Provision for bad debts......................................
Miscellaneous ......................................................
Net income from operation .......................................
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$...........
$...........
$...........
$...........
$...........
$...........
$............

$
$
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Add interest on customers’ accounts......................... $...........
Interest on notes receivable ................................ $...........
Interest on bonds held as investments............... $...........
Dividends on stocks held as investments .......... $...........

$...........

Total ............................................................................
Deduct interest paid....................................................

$.
$

Net income from all sources ....................................

$

No. 4 (10 points) :
Define and give examples of
(a) Tangible assets,
(b) Intangible assets,
(c) Fixed assets,
(d) Current assets.
Answer:
(a) Tangible means touchable or having bodily substance. Hence,
strictly defined, tangible assets are those whose value is dependent upon
their physical properties, as land, buildings, merchandise and machinery.
(b) Intangible assets are those which have no physical existence but
whose value resides in the rights which they confer upon their owners, as
patents and franchises.
This strict definition is usually not adhered to in practice, as accounts
and notes receivable are usually considered tangible assets although from
the standpoint of the strict definition they are intangible. In common
parlance, intangible assets include only those properties, such as franchises
and goodwill, which entitle their owners to benefits which have no definite,
realizable valuation.
(c) Fixed assets are properties of a permanent nature intended for
use in the business and not intended for sale, as buildings, machinery,
furniture and fixtures and delivery equipment.
(d) Current assets include cash and all other properties which in the
near future will be converted into cash through the normal operations of
the business, as merchandise, accounts receivable and notes receivable.

No. 5 (10 points) :
In auditing the annual statement of the town of X you find all the
following items of receipts stated under the general head of “Revenues.”
1. Taxes received.
2. Loan from the national bank of X.
3. Dog licences.
4. Municipal court fines.
5. Bequest from the estate of A to establish a town library.
6. Street assessments collected from owners of abutting property.
7. Permits for parades.
8. Sale of worn-out equipment.
9. Transfer of balance from street-opening to street-cleaning fund.
10. Deposit by B to cover cost of extra sewer connection.
11. Interest on bank deposits.
12. Donation from C toward street repairs.
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Annual payment under franchise by X Street Railway Company.
Fees from town clerk turned in.
Rent of city dock to steamboat company.
Assessments on members of police force for pension fund.
Received from B balance of cost of extra sewer connection (see 10).
News-stand privilege in town hall.
Proceeds of paving bonds sold at 110.
State grant for up-keep of portion of state highway included within
the town limits.
Re-state the above items to show the true revenue of the town, with
titles of proper accounts to be credited, and indicate how the other items
should be shown or treated.
Answer:
Classification
Account credited
Item
Revenue receipts:
1
Taxes receivable
Taxes
Revenue from licences
3
Dog licences
Revenue from fines
4
Municipal court fines
Miscellaneous revenue
7
Permits for parades
Miscellaneous revenue
Interest on bank deposits
11
Miscellaneous revenue
Donation toward street repairs
12
Revenue from franchises
13
Street railway franchise
Revenue from fees
14
Town clerk fees
Revenue from rentals
15
Rental city dock
Miscellaneous revenue
18
News-stand privilege
State grant
State grant for highway upkeep
20
Special revenue
5
Bequest for library
Total revenue
Non-revenue receipts:
2
Loan
Current loans
6
Assessments receivable
Assessments for street
8
Sale of equipment
Capital-fund surplus
10-17
Reimbursable expenditures
Extra sewer connection
Pension-fund reserve
16
Pension fund assessments

13.
14.
15.
16.
17.
18.
19.
20.

19

Bond fund
Premium on bonds

Paving bonds

Item 9 being simply a transfer between funds should be omitted except
in statements of the separate funds.
No. 6 (10 points) :
State in detail the proper method of verifying securities owned which
are carried as quick assets.
Answer:
List the securities on hand, requiring that all be submitted at one time.
Obtain confirmations from creditors for any securities held by them as
collateral. See that the dividend and interest accounts have been credited
with all the income which should have been collected during the period.
See that no bond coupons have been detached before their maturity. Value
the securities at cost or market, whichever is lower.
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No. 7 (10 points) :
In the audit of the books and accounts of the U. S. Corporation for
the fiscal year ending June 30, 1922, you find that the cashbook consists of
a loose-leaf record, typewritten in duplicate. The original sheets which
comprise the treasurer’s records are given to you for purposes of the
audit. The duplicate payment sheets go to the accounts-payable department
and the duplicate receivable sheets to the accounts-receivable department.
State specifically how you would ascertain in your verification of cash
that these cash records were real.
Answer:
The peculiar nature of the cashbook would not affect the routine work
of tracing receipts into bank by comparing daily receipts and daily deposits,
nor the routine work of checking canceled cheques against the cash payment
book, nor the routine work of proving footings.
The special point involved is the danger that the original sheet con
taining debits to cash may not agree with the carbon sheet containing
credits to accounts receivable, and that the original sheet containing credits
to cash may not agree with the carbon sheet containing debits to accounts
payable. Hence it is advisable to take some special precaution to see that
they do agree; otherwise accounts receivable might be credited although
cash was not debited, or cash might be credited falsely when no creditor’s
account was debited.
The original and carbon sheets might be checked against each other
but this would probably require unnecessary work. It would probably be
sufficient to add the original cash sheets, compare the totals with the totals
of the carbon sheets and prove the postings to accounts receivable and
accounts payable by checking from the originals instead of from the
duplicates.

No. 8 (10 points) :
The A. B. Land Co. buys a tract of land and makes improvements
thereon (streets, sidewalks, water and sewer connections, etc.) at a total
cost of $50,000, its entire capital. To keep the property restricted it does
not sell its lots but disposes of them all in its first year on ninety-nine-year
leases for flat sums aggregating $100,000, and a nominal rental of $10 a
year per lot to cover water and other service. Current expenses just
consumed the nominal rentals for the first year. Then the company declares
a dividend to its stockholders of $90,000, and its balance-sheet at the close
of the first year shows
Liabilities
Assets
$50,000
Land and improvements.. $50,000
Capital stock
10,000
10,000
Cash ........... .....................
Surplus ....
$60,000

$60,000

Is this correct accounting procedure or not? Give reasons.
Answer:
A lease, even for ninety-nine years, is not a sale. The company would
be justified, therefore, in deferring the income over ninety-nine years,
distributing each year a portion of the $100,000 payment together with the
interest earned on the money withheld. From the tax standpoint this
would perhaps be an advisable thing to do.
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But in my opinion the company is not obliged to make any such dis
tribution of the income. I should say that the procedure followed is
correct accounting because it is in accordance with what the stockholders
wanted to do and what I believe the law gives them a right to do. The
case is somewhat analogous to cases of corporations operating mines or
other wasting assets. It is well understood that proceeds of sales in such
companies are in part profits and in part a return of capital. But dividends
may legally exceed the profit element and include the capital element. If
this were not allowed the company would be forced to retain funds equal
to the capital element, so that when the mine was exhausted the company
would have a fund equal to the cost of the mine. If the company did not
care to operate a new mine it would return this capital element to its
stockholders in a lump sum. But meanwhile it has been acting as banker
for all its stockholders, withholding money which could not be used in the
business. Hence, when creditors’ rights are not interfered with, the law
allows the payment of dividends in excess of the profits.
Essentially, the condition is the same here. Either the company dis
tributes the cash at once (as it did) or it holds it without any use for it
and earns what it can in the way of interest. This is not the corporation’s
function, and I see no reason why the original capital and the profits need
be tied up.
There are at the present time no creditors whose rights could be
jeopardized; but apparently the company is liable for the payment of water
and other service charges. Hence future creditors should be safeguarded.
The lessees pay $10 a year to cover these charges, but this payment may
be inadequate. The retention of $10,000 cash appears to be an intentional
provision for the safeguarding of future creditors and is all that needs
to be done to make the distribution of the $90,000 dividend right and proper.
The balance-sheet ought to show that the property is tied up by the
lease.
No. 9 (10 points) :
On December 31, 1921, Mr. A was living with his wife and two chil
dren under 18; his net income for 1921 was $6,000. Mr. B was divorced
from his wife in November, 1921, but he still maintained his home and
supported his two children there, both under 18; his net income was $2,800.
Mr. C was living with his wife and one child at home, and had another
child away at a boarding-school, both children under 18. His net income
was $3,000.
State the amounts of credits for personal and dependent exemption to
which A, B and C respectively are entitled in their income-tax returns.
Answer:
A—Married and living with wife:
Personal exemption—on income in excess of $5,000... $2,000
Dependents—two children, each $400 ...........................
800

Total ...............................................................................
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B—Head of a family:
Personal exemption—on income less than $5,000 .......
Dependents—two children, each $400 ...........................

$2,500
800

Total ................................................................................

$3,300

C—Head of a family:
Personal exemption—on income less than $5,000 .........
Dependents—two children, each $400 ...........................

$2,500
800

Total ...............................................................................

$3,300

No. 10 (10 points) :
A purchased property in 1910 at a cost of $10,000. Its fair market
value on March 31, 1913, was $3,000. He sold it in 1921 for $5,000.
What amount, if any, of gain or loss should A return for income tax?
Give reason.
Answer:

There is neither a gain nor a loss for tax purposes. While there is a
real loss of $5,000 (the difference between $10,000 cost and $5,000 selling
price), the fact that the fair market value on March 1, 1913, was only
$3,000 indicates that all the loss accrued prior to that date.

California State Board of Accountancy
Governor William D. Stephens of California before retiring from
office reappointed John F. Forbes, B. W. Bours and Reynold E. Blight
as members of the California state board of accountancy and appointed
H. Ivor Thomas of Los Angeles for the unexpired term of Prentiss
Maslin, deceased. These appointees with William Dolge constitute the
California state board of accountancy. All are members of the American
Institute of Accountants.

Lingley, Baird & Dixon, New York, announce that James Addison
has been admitted to partnership and that hereafter the firm name will
be Lingley, Baird, Addison & Dixon.

Mattison & Davey announce the opening of offices in conjunction with
Edward H. Batson in the Southern building, Fifteenth and H streets, N. W.,
Washington, D. C.

It is announced that the name of the Franklin Audit Company, New
York, has been changed to William Franzblau & Company.
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